General Business Conditions 


HE action of the Federal Reserve 
authorities in determining to buy 
Government securities on a largely 
increased scale is a new and import- 
ant development in the business situa- 
tion. The Reserve Banks about the end of 
February began a program of purchases which 
averaged $25,000,000 weekly during the five 
weeks ended April 6. On April 13 Governor 
George L. Harrison of the New York Bank 
made a public statement that “the pro- 
gram has again been speeded up in rate and 
volume.” The report of condition of the Re- 
serve Banks on April 13 revealed an increase 
of holdings of Governments during the week 
of $100,000,000, and in the succeeding two 
weeks an increase of $206,000,000 occurred. 
This action of the Reserve authorities, taken 
for the purpose of creating easier money con- 
ditions, and thereby enabling the member 
banks first to free themselves of indebtedness 
to the Reserve Banks and then to offer funds 
more freely to the public or buy securities 
themselves, is probably the most important 
stroke of central bank policy ever made. Open 
market operations have never been undertaken 
before on the scale cited, but some way needs 
to be found to increase the amount of credit 
available, and evidently bolder and more 
powerful methods are called for than ever have 
been necessary in the past. 





Principles of Open Market Operations 

Open market operations for the purpose -of 
influencing the money market are compara- 
tively new in central bank practice. Central 
banking is an evolution in Europe from almost 
unregulated private banking, with numerous 
banks of issue, and the first step was by con- 
centrating currency issues in each country in 
one central institution closely related to the 
Government. Its position as the source of cur- 
rency issues naturally placed the central bank 
at the head of the country’s banking system, 
other banks using it as a depository, looking 
to it for rediscounts as occasion might require 
and following its lead in financial policies of 
public importance. The central banks devel- 
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oped by experience the practice of using the 
discount rate to control the volume of credit 
and the movements of gold into and out of the 
country. Reserve Bank credit is “money” in 
the market, and an advance of the discount 
rate tends to make “money” dearer through- 
out the country while a lowering of the rate 
has the opposite effect. 

The influence of the discount rate has been 
supplemented to some extent in recent years 
by open market operations, to wit, purchase 
or sale of securities by a central bank. A pur- 
chase by the bank giving a check on itself in 
payment puts credit into the money market 
and tends to make “money” easier, while, per 
contra, a sale of securities by the bank with- 
draws funds from the market and tends to 
make “money” dearer. Credit for discovery 
of the efficacy of open market operations 
naturally belongs to the Bank of England, 
which long has had the problem of dealing 
with larger gold movements than any other 
institution and also has had resort to the most 
effectively organized money market in the 
world. It does not appear that other foreign 
central banks have used the practice to any 
great extent. 

The Federal Reserve authorities have re- 
sorted to open market operations rather 
freely, buying and selling United States Gov- 
ernment securities. The principle followed is 
that purchases are made when business is de- 
pressed, and sales when business is over-ex- 
panded, the aim being to promote stability in 
credit, prices, and trade. A statement by the 
New York Federal Reserve Bank to the Glass 
sub-committee of the Senate Banking and Cur- 
rency Committee early last year gives the con- 
ditions under which the operations have been 
undertaken as follows: 

Generally speaking, purchases of Government 
securities since 1922 have been made at times of 
business depression or recession in the United States 
accompanied by unemployment, declining foreign 
trade, weak commodity prices, and reduced speculative 
activity. Broadly speaking, also, sales of securities 
have taken place at times of large industrial activity, 
full employment, firm commodity prices, and tenden- 


cies toward excessive speculation. * * * Purchases 
and sales of government securities since 1922 have 


bos 


Those desiring this Letter sent them regularly will receive it without charge upon application 





May, 1932 


been such as might reasonably be expected to exer- 
cise some influence toward business stability by aiding 
recovery at times of depression and retarding excesses 
at times of prosperity. 

Following these principles, purchases in sub- 
stantial volume were made in 1922, 1924 and 
1927, periods of depression or threatened de- 
pression, and sales were made in intervening 
times to reduce the holdings and with a view 
to dampening speculative activity. At the end 
of 1929 and during 1930 the holdings were in- 
creased, and further purchases were made 
during 1931, though their effects were lost in 
the panic. When the Glass-Steagall bill be- 
came a law on February 27, 1932, the holdings 
amounted to $741,000,000. The banking situ- 
ation having improved, but contraction of 
credit continuing, the time seemed appropri- 
ate for resumption of purchases, and the 
Glass-Steagall Act, by making such holdings 
available as the basis of currency issues, fav- 
ored larger operations of this kind. For these 
reasons the purchases since made have aggre- 
gated $450,000,000. 


Reserve Banks Take the Initiative 


The special usefulness of open market oper- 
ations exists in the fact that the Reserve 
Banks take the initiative in making funds 
more plentiful. Ordinarily the initiative is 


with private borrowers, who apply to the 
banks where they do business. If these banks 


are without surplus reserves it is their custom 
to borrow temporarily of the Reserve Banks 
to replenish them. This system works well 
enough in normal times and affords opportuni- 
ty for the Reserve authorities to use the dis- 
count rate to restrain excessive borrowing. It 
does not work so well when liquidation of 
bank credit is under way, with deposits and 
reserves falling by reason of the public deter- 
mination to get out of debt, and by reason of 
the contraction caused by gold and currency 
withdrawals. Bank deposits for the most part 
are made by bank loans and investments, and 
decline as the volume of loans and investments 
is reduced. This credit can be called out again 
by a resumption of borrowing by the public, 
but with such extreme pessimism as has been 
manifested in the last year the public is dis- 
inclined to take the initiative and the banks 
are disinclined to borrow from the Reserve 
Banks to make loans, the more so as they have 
been compelled to borrow to meet cash with- 
drawals. Hence has resulted a shrinkage of 
about $500,000,000 in reserve deposits, at the 
low point of this year compared with one year 
ago, and of nearly four billions in loans and 
investments, of the reporting member banks 
only, in the same period. 

This is credit lost to the current supply and 
the loss is an obstacle to business recovery. 
Since the public does not take the initiative 
to correct the situation, it is necessary for the 


credit-making authority to do so and by its 
own action increase the amount of credit avail- 
able in the market. This can be done by the 
purchase of Government bonds, issuing new 
credit for the purpose. The checks given for 
the bonds will be deposited in banks and 
thence pass back to the Reserve Banks, either 
in payment for past rediscounts or for credit 
in the reserve accounts of the member banks, 
where the credit will serve as the reserve base 
for a possible expansion of member bank loans 
or investments in at least ten times the 
volume. 


Effects of Reducing Rediscounts 


The indebtedness of the member banks to 
the Reserve Banks at present is an abnormal 
one, an effect of credit strain caused by the de- 
mands for currency and gold beginning last 
September which forced rediscounting in the 
largest amount since the Fall of 1929. Of 
course, this borrowing did not add to the sup- 
ply of credit, being more than offset by the 
currency and gold withdrawals. Since the 
beginning of this year, with currency return- 
ing to the banks, rediscounts have been de- 
clining. The new credit will further assist 
the member banks in paying off their debt, 
first in the larger centers and thence working 
outward, and as the volume of rediscounts is 
reduced the number of banks wholly out of 
debt to the Reserve Banks will increase and 
the strain on others will be lessened. As this 
is accomplished the accumulation of Reserve 
funds will naturally result in a more liberal 
attitude toward loan applications by the banks 
or possibly in bond investments for themselves, 
either of which will put the credit or “money” 
into circulation. 

A manifestation of strength in the bond 
market will be helpful not only to Government 
but corporate financing, thus providing the 
means for expenditures which will increase 
employment. In short, by placing funds in 
the money market, where business goes to 
finance its needs, it supplies funds in the man- 
ner most helpful to sound business revival, 
supplies it by an orderly process, assuring 
wide distribution, and avoids the dangers that 
attach to large issues of paper money. It is 
a careful and calculated method, under experi- 
enced control, of overcoming the excessive de- 
flation of credit and of encouraging business 
confidence and enterprise. Of course, an in- 
creased volume of currency will naturally 
result as needed by increased activity in 
business. 

A further word may be said upon the atti- 
tude of the member banks, since it is the 
subject of very free comment. There are in- 
quiries as to whether, or to what extent, the 
banks will put the new Reserve credit to use, 
and some of the comment implies that there is 
no alternative between a policy of allowing 





the credit to stand idle as excess reserve, 
which would nullify the Reserve Banks’ ef- 
forts, and one of making loans and invest- 
ments at excessive risk, which would be un- 
sound banking. 

However, there is no such sharp line. Be- 
tween the alternatives of excessive risk and 
excess reserves there is a border area of inde- 
terminate width in which the policy of credit 
expansion may be expected to take effect. As 
stated, the market for Government and other 
very high grade securities of unquestioned 
safety provides one channel for release of the 
credit. Moreover, the policy is calculated to 
revive enterprise and stimulate a demand for 
credit by good borrowers. Relief of the situ- 
ation in communities whose credit facilities 
have been impaired by bank failures or by the 
effects of fear provides another channel. The 
effect of the operations of the Reconstruction 
Finance Corporation is to restore the liquidity 
of banks which have been compelled to deny 
credits, and which indeed have become col- 
lectors instead of lenders. The effect of the 
Reserve policy is to put new funds into the 
market which will become available to these 
banks, the two policies working together. 


World Cooperation Desirable 


Undoubtedly this policy would have been in- 
augurated earlier but for manifestations of 
European misunderstanding of the measures 
being adopted in this country for relieving the 
credit situation, and the gold withdrawals from 
this country in consequence. Europe on ac- 
count of past experiences is very sensitive to 
rumors about inflation or possible departure 
from the gold standard, and while this country 
has gold enough to meet any probable de- 
mand it is desirable that misunderstanding 
should not be promoted. Financial circles in 
Europe now generally approve of the meas- 
ures that at first were questioned, and of this 
Federal Reserve policy, holding them soundly 
conceived and helpful to the world situation. 

The inauguration of this policy on the scale 
now contemplated may result in the develop- 
ment of world cooperation by central banks 
for the more effective control of credit and 
prices. Obviously the banking system of a 
single country cannot exercise the control 
over world prices that might be exercised by 
the banking systems of all countries or even 
the banking systems of a group including the 
more important countries, acting together. 
The prices in different markets of commodities 
entering into international trade are inter- 
locked, and while they react upon each other 
they must move promptly together, or the 
lagging ones will be a drag upon the others. 
Moreover, there is danger that a country lead- 
ing an advance may lose trade by it. But all 


May, 1932 


countries have a common interest in the sta- 
bility both of credit and prices. 

Able economists have maintained for years 
that the central banks of the world possessed 
the requisite organization and power, acting 
in cooperation, to stabilize the state of credit 
and the general price level to such an extent 
as to prevent the wide fluctuations which re- 
sult in panic and disorder. Practical bankers 
have admitted the theoretical soundness of the 
principles involved, but feared popular opposi- 
tion to anything that looked like international 
control of money and credit. Such coopera- 
tion, of course, would not attempt to control 
particular prices, and probably would not at- 
tempt to do more with general price move- 
ments than prevent the wide swings that re- 
sult from excessive inflation and deflation of 
credit. 

It is possible that the action now being at- 
tempted may enlist similar action in other 
countries and demonstrate the value of such 
continuous cooperation. The markets of the 


United States, by reason of this country’s posi- 
tion as a source of supply of many commodi- 
ties, exercise an important influence upon all 
world markets, but the effort to revive busi- 
ness and raise the price level should have 
The Reserve System 


support everywhere. 
is giving the lead. 


Reconstruction Finance Corporation’s Loans 


Aid extended by the Reconstruction Finance 
Corporation and the dissipation of fears con- 
cerning banks have had a marked effect in 
reducing the number of bank failures, which 
totaled 342 in January, 122 in February, only 
45 in March, and 41 in April up to the 21st, in 
the American Banker’s compilation. At a hear- 
ing in Washington, General Dawes, President 
of the Reconstruction Finance Corporation, 
gave details of its operations through April 19, 
stating that loans had been made to 1,520 
banks totaling $243,248,769, of which $10,047,- 
158 had been repaid, leaving $233,201,611 out- 
standing. A great majority of the loans have 
been in small amounts, and General Dawes 
further stated that 88.9 per cent of the banks 
receiving them were in towns of less than 
25,000 population, while over two-thirds of 
the money loaned went to towns and cities of 
less than 100,000 population. 

The foregoing is evidence that the relief 
afforded by the Corporation is for the wide- 
spread benefit of the country. It is extended 
through the credit-granting institutions be- 
cause the savings of the country have been 
entrusted to these institutions, and because 
business revival and increasing employment 
are most directly promoted by conserving 
these savings and sustaining the ability of the 
institutions to grant credit. Differentiation of 
relief as “at the top” or “at the bottom,” is a 
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meaningless one, the flow of credit being nec- 
essary to the welfare of all. 

Along with the decrease in failures, the re- 
turn of currency is evidence of improvement in 
the banking situation. Effective proof that the 
currency coming in to the banks is out of 
hoards appears in the report of circulation on 
March 31 by denominations. During the 
month the paper currency outstanding in de- 
nominations of $10 and less, constituting 
money of ordinary use, decreased $35,000,000, 
while the higher denominations, representing 
hoardable currency, decreased $74,000,000. 
Gold coin decreased $3,000,000, and gold cer- 
tificates, included in the foregoing paper cur- 
rency figures, decreased $41,000,000. 

In April a further net decrease in circulation 
has occurred, though in smaller volume than 
in March. 


Trade and Industrial Conditions 


The improvement in the banking situation 
thus far has had little reflection in general 
business. Poor earnings and trade reports 
have combined to make April a month of dis- 
appointment, with effects evident in the weak- 
ness of the stock and commodity markets. 

To a great extent hopes of early industrial 
improvement are centered on the automobile 
industry. It is recognized that the cars offered 
this year represent values much superior to 
any ever offered before, and the industry is 


making aggressive sales efforts accompanied 
by timely price reductions. The news for April 
is very favorable by comparison with earlier 


months. The General Motors Corporation 
states that during the first ten days of April, 
covering the period of special exhibitions of 
its products, its sales totaled 57,000 vehicles, 
which is greater than during the full month of 
March. The Chrysler Corporation makes a 
similar report concerning its new model 
Plymouth, and the Ford backlog of orders is a 
large one, being estimated in the trade press 
at 300,000 cars. Production thus far has in- 
creased but slowly. April is usually the peak 
month in the industry, but evidently this year 
the peak will come later. 

Steel production dropped off slowly up to 
the last week of the month, when a turn oc- 
curred based upon automobile orders. 

The automobile situation is evidence that a 
belated “Spring rise” may be still ahead in 
some industries. A steady falling off in general 
business activity from the March-April peak 
to the July low point is usual, and the prospect 
that among the major industries there will be 
exceptions to this trend, giving support to the 
seasonally adjusted indexes which are being so 
anxiously watched for evidence of a turn in 
the long road of recession, is the most clearly 
favorable feature in evidence. 

Building contracts awarded up to the 22nd 
of the month gained over March, but the 


figures are not very impressive, showing a 
decrease of 64 per cent from one year ago. 
Retail trade has improved somewhat with 
more seasonable weather, but the effects of its 
dullness during the first quarter have become 
apparent in slackness in the industries making 
consumers’ goods. However, car loadings of 
merchandise and miscellaneous freight provide 
some encouragement, showing moderate gains 
since the first week of the month. 

The forthcoming two months will be very 
important ones in the history of the depres- 
sion, involving legislative and diplomatic de- 
cisions of great consequence. The fiscal legis- 
lation of the Government has been the subject 
of controversy, very harassing to business 
sentiment, which recognizes that the probable 
consequence of an unbalanced budget would 
be a flight of capital from the country, causing 
further deflation. However, the developments 
of the month have been reassuring and justify 
a belief that Congress will provide govern- 
mental economies and tax increases to balance 
the budget as closely as may be estimated at 
this time. There is argument over the taxes 
and economies, but agreement on the greater 
issue. The inflationary bonus proposal is an- 
other cause of disturbance which also is likely 
to be removed soon, by defeat or veto. 

The Lausanne Conference upon reparations 
and inter-government debts is scheduled to 
meet June 16. The affairs of the Danubian 
States are critical and a concord for their 
economic rehabilitation is needed. It cannot 
be doubted that the supreme need of the time 
is the cooperation of all countries in a settle- 
ment of these questions in a manner that will 
induce once more a normal flow of capital, 
cause it to seek the places where it is most 
needed and which it now most shuns, and will 
promote instead of strangling world trade. 


Money and Banking 





The action of the Federal Reserve Banks al- 
ready described in this Letter, supplying new 
funds to the market in greatly enlarged vol- 
ume, has been the chief influence in the money 
markets during the past month, and has had 
an immediate effect upon rates on short term 
loans and investments for which demand is 
created by this piling up of funds. The fol- 
lowing table gives rates at the beginning and 
end of the month, call loans only showing no 
change although concessions from the estab- 
lished rate have been made in the “outside” 
market: April 28 
Call Money 
Time Loans. 60-90 Days 

” “4, 6, 6 Months 
Commercial Paper, Best Names 


Others 
Acceptances, 90-days, Asked. 





The series of cuts in acceptance rates has 
been the sharpest on record; the new rate 
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equals that established last May when the Re- 
serve Banks conducted a similar easy money 
campaign, and is the lowest in the history of 
the American bill market. The rate cuts have 
been made by dealers in hope of obtaining bills 
for their portfolios, but the supply is moderate 
and under the conditions banks tend to hold 
their bills themselves. 


Further evidence of the prompt effect of the 
Reserve Bank policy is found in the yield rate 
on short-term United States securities, which 
has declined very drastically. The seven 
months’ 3% per cent notes sold on March 15 
are currently priced to yield 0.57. 


Change in Reserve Banks’ Position 


Since February 24 the banks have gained 
funds largely through $450,000,000 of bond 
purchases by Reserve Banks, and through the 
return of $194,000,000 of currency from circu- 
lation. The first use to which these funds have 
been put is in retiring member bank borrow- 
ings from the Reserve Banks, which have been 
reduced $303,000,000. A further offset is a 
reduction of $87,000,000 in the Reserve Banks’ 
holdings of bills purchased. Of the remainder 
of the new credit $236,000,000 has gone to in- 
crease the reserve deposits of the member 
banks, supplying the base for expansion of 
their own credit. 


The reduction in rediscounts has been spread 
well over the country, tending to ease the 
credit strain where it has been tightest. In- 
debtedness of country banks to their corre- 
spondents has been paid off, and their balances 
in the large centers have mounted. As the 
Reserve Banks’ bond purchases are necessarily 
made in the chief security markets, the first 
effect is to ease rates in them. However, Gov- 
ernment disbursements, including Reconstruc- 
tion Finance Corporation loans, out of funds 
raised in the larger centers tend to distribute 
the funds over the country. Moreover, as the 
yield of prime short term investments declines 
the inducement for country banks to employ 
their balances at home even at somewhat 
greater risk is increased, thus further tending 
to spread the easing effects of the policy. 


As the ultimate aim of Reserve Bank policy 
is to bring about expansion of member bank 
loans and investments, that item in the imme- 
diate future will be the most significant in the 
bank statements. In the week ended April 20 
the total gained $61,000,000, which was the 
first increase in any week since the end of Sep- 
tember, except at the quarterly tax dates when 
subscription to government security offerings 
was made. The increase occurred in the invest- 
ment account of the banks, and principally in 
New York, and is therefore evidently a direct 
result of the Reserve Bank policy, and a hope- 
ful beginning. 


The Gold Movement 


The inward movement of gold which pre- 
vailed during March was reversed aiter the - 
first week of April, when concern apparently 
was aroused in Europe by discussion of the 
inflationary proposal to issue currency to cash 
the veterans’ compensation certificates. Gold 
was shipped to France in the amount of $24,- 
000,000. However, the alarm quickly subsided 
and French franc exchange reacted below the 
gold point. In the latter part of the month 
Holland began the repatriation of her gold held 
here, which had been previously earmarked; 
the transaction is therefore without effect on 
this market. Up to the 28th of the month ex- 
ports had totalled $45,000,000 and imports $12,- 
000,000, while $7,000,000 had been released 
from earmark, resulting in a net loss of $26,- 
500,000. This does not erase the gain in 
March, which was $31,000,000. 


An important event of the month was the 
reduction in the Bank of England rate on the 
21st to 3 per cent. This followed the London 
bill rate down, and is evidence of the deter- 
mination of the British authorities first to pro- 
mote easy money for home use, and second 
to discourage any temporary movement of 
short term balances to London, which would 
tend to raise sterling above its natural level 
while moving in, and might be moved out 
again at some later time when the withdrawal 
might be embarrassing. 


The Bond Market 


The increased pressure put behind their easy 
money campaign by the Reserve Banks in the 
middle of April materially strengthened the 
bond market. The new funds made available 
to the banks have been in part invested in 
high-grade bonds, including state and munici- 
pals and the highest rated corporate bonds as 
well as U. S. Governments, and the lower- 
rated issues and speculative grades were af- 
fected as well by the hope of a turn in the 
situation. In the early part of the month the 
average price level of corporate bonds declined 
severely under the effects of poor earnings 
reports and general discouragement, and 
dropped to nearly the December lows, but the 
subsequent rally was a sharp one. 


The rise in Government bonds during the 
month has been rapid, the long term issues 
gaining 3 to 5 points. The statement is fre- 
quently met that this rise is directly due to 
Reserve Bank buying of these bonds, but this 
is a mistaken view, since during the three 
weeks ended April 27 the Reserve Bank pur- 
chases of $306,000,000 included only $28,000,- 
000 of bonds, the remaining $278,000,000 being 
short term obligations. What has advanced 
the market for the long term issues is the 
buying by banks put in funds by the Reserve 
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policy, and by other investors whose confi- 
dence in the market has been strengthened by 
it. 

Aside from the highest class issues, in which 
the improvement in buying has been prin- 
cipally concentrated, there has been some 
pickup in obligations rated slightly lower but 
strongly protected by the asset value of the 
corporation behind them. Bonds which are 
poorly secured, or which contain large specu- 
lative risks due to lack of adequate earnings, 
are relatively weaker, and a broadening in de- 
mand for these types of issues, even at the 
abnormally high yields afforded by prevailing 
quotations, doubtless must await stronger 
evidence of betterment in general business. 
The subnormal traffic reports have discour- 
aged buying of the railroad bonds, though the 
Reconstruction Finance Corporation loans, 
which up to April 19 totaled $77,515,000 to 
20 roads, continue to give assurance of aid to 
otherwise sound roads which have capital 
obligations maturing in this difficult period. 


Public offerings of new securities during 
the month totaled approximately $205,000,000 
and were confined almost entirely to municipal 
and utility issues, the most important of which 
were $30,000,000 in one and three-year notes 
of the Edison Electric Illuminating Co. of 
Boston, and $24,000,000 in 4% and 434 per 
cent serial bonds of the Boston Metropolitan 
District. 


On April 26 the Comptroller of the State of 
New York allotted an issue of $75,000,000 in 
one-year 234 per cent notes at par to a group 
of seventy-five New York State banks and 
banking houses. Total subscriptions to the 
loan amounted to approximately $200,000,000 
and the bonds were immediately bid to a 
premium in the open market. 


U. S. Treasury Finances 


On April 24 the United States Treasury an- 
nounced the offering of two issues of $225,- 
000,000 each to be dated May 2, one of cer- 
tificates to run one year and bear 2 per cent 
interest and the other of notes running two 
years at 3 per cent. The response was a very 
large one, the two-year issue being over-sub- 
scribed more than eleven times, and the one- 
year certificates nearly eight times. The sub- 
scriptions were spread well over the country, 
and give evidence of the volume of funds that 
is available for prime short term investments, 
while awaiting a revival of confidence and 
business activity that will turn it into the 
long term market at higher yields. 


A revised official estimate of the require- 
ments of the Treasury from May 3 to the end 
of the fiscal year, June 30, indicates that new 
issues of approximately $1,059,000,000 will be 
necessary to refund fixed maturities in bills 


and certificates of $794,000,000, and to finance 
an operating deficit of $265,000,000, and that 
the gross public debt outstanding on June 30 
will be $19,316,000,000. This would represent 
an increase of $2,514,000,000 for the year. 

Congress has repeatedly expressed its de- 
termination to balance the budget and arrest 
further borrowing before the end of the 1933 
fiscal year. In no other way can a sound con- 
dition of government finances be assured. To 
achieve this object, however, will require not 
only the rounding out of the program for 
raising revenue but the adoption of drastic 
economies and the rejection of new projects 
for spending public moneys. 


First Quarter Profits 





Combined net profits for the first quarter, of 
a group of one hundred and seventy industrial 
corporations whose reports were published 
last month, aggregated $21,000,000, compared 
with $9,000,000 in the preceding quarter and 
$107,000,000 in the first quarter of 1931; this 
after deducting all charges but before divi- 
dends. Relatively the best showing was made 
by the chemical and the baking and other food 
products companies. 

The gain over the results of the preceding 
quarter was due to the fact that the final quar- 
ter is always burdened with certain adjust- 
ments incident to closing the accounts, and that 
at the end of 1931 numerous special charges 
were made for the purpose of writing down to 
market the valuations of inventories, receiv- 
ables, investment securities, foreign exchange 
and fixed assets. 

The principal forces against which the man- 
ufacturing industries have been operating 
since 1929 are, first, the falling off in purchas- 
ing power of the public and the consequent 
curtailment of production to a rate far below 
their potential capacity and even below that at 
which profitable operations are possible, and, 
secondly, the decline in commodity prices, 
which restricts buying, intensifies competition, 
causes inventory losses and takes a consider- 
ably larger quantity of goods sold to produce 
each dollar of profits. 

A condensed summary of the available re- 
ports classified according to major industries 
is given in the table on the following page. 
Deficits were reported by about 43 per cent 
of the companies and aggregated $49,000,000 
this year, as compared with 28 per cent aggre- 
gating $27,000,000 last year, all of which have 
been deducted in arriving at the totals. 


Railroad Earnings 


Despite the continued downward trend in 
volume of railroad traffic, a slight improve- 
ment in net earnings has been shown since 
the beginning of the year as a result of the 
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FIRST QUARTER INDUSTRIAL CORPORATION PROFITS 
Net Profits Are Shown After Depreciation, Interest, Taxes, and Other Charges and 


Reserves, but Before Dividends. 


Net Worth Includes Book Value of Outstandin 


plus Account at Beginning of Ea 


ch 


Preferred and Common Stock and Sur- 
ear. 


(In Thousands of Dollars) 





Net Profits 
First Quarter 
1931 


wee $ 28,999 
- 10 
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D—Deficit. 


drastic operating economies which the rail- 
roads have been forced to adopt, the ten per 
cent wage reduction which went into effect 
on February 1, and the emergency increase 
granted in rates on certain classes of freight. 
It now appears that the revenue to be derived 
from the rate increases this year may be no 
more than half the $125,000,000 originally esti- 
mated. The report of the Class I railroads 
for January, 1932, showed net railway operat- 
ing income of only $11,713,613, which was the 
lowest for any month since 1920, and repre- 
sented an annual rate of return on the prop- 
erty investment of only 0.71 of one per cent. 
Eighty of the 169 companies operated at a 
loss. There was a moderate recovery in Feb- 
ruary, when the net rose to $22,042,614, and 
represented an annual return of 1.26 per cent. 
The total for March, partly estimated on the 
basis of individual reports published to date, 
will be in the neighborhood of $32,700,000 and 
would represent a return of 1.53 per cent. 
Even this figure, however, is well below the 
cost of capital in the form of bonds, and the 
permanent health of the industry depends up- 
on a recovery in volume of traffic, better regu- 
lation of competing agencies and permission 
to build up its surplus and reserves in good 
years. 


Low Commodity Prices 





In depressions in the past the way out has 
often been provided by a rise in the prices of 
staple and especially of agricultural commodi- 
ties. A proposition upon which everyone will 
agree is that a rise in the prices of basic com- 
modities is needed if the depression is not to 


drag out to unendurable length, and that credit 
policies calculated as effectively as may be to 
raise the price level are therefore desirable. 
Attention has been given in the opening pages 
of this Letter to such a policy initiated by the 
Federal Reserve Banks. 

It is unnecessary to expand upon the fact 
that the decline in commodity prices has 
visited distress upon every country in the 
world and nearly all the people. It might be 
argued that creditors and those with fixed in- 
comes are an exception, but there are few 
persons wholly in that class, since creditors 
are generally property owners also, and there 
is no kind of property and few incomes not 
affected by the deflation. There will be agree- 
ment that the fall of prices has been a principal 
force in the vicious circle of deflation and is 
therefore a cause as well as a result of busi- 
ness recession; it has discouraged enterprise, 
caused postponement of forward operations, 
and backed up supplies in producers’ hands. 
The world stands to gain by reversal of this 
process and by central banking policies aimed 
at that goal. 


The Breakdown of Price Relationships 


The decline in the price level has not been 
as great in percentage as it was in 1920-21, 
but it has now lasted twelve months longer 
than did that decline, and has been incompar- 
ably more disturbing. The drop in 1920-21 
was a rapid one from a temporary peak gen- 
erally recognized as such, and which had not 
been maintained long enough to allow a state 
of balance between different prices to be 
worked out. The present decline, however, 
started from a plateau upon which prices had 
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rested during the eight years 1922-29 inclusive, 
upon which a fair equilibrium had been 
worked out, a body of debt created, and which 
became accepted in the public mind as 
permanent. 

The breakdown of these former relation- 
ships has been of unexampled severity. It is 
stated by Frederick C. Mills of the National 
Bureau of Economic Research, a leading au- 
thority upon price movements, that “The in- 
equalities which have developed among the 
prices of the different classes of commodities 
during this period exceed any of which we 
have record during previous periods of price 
decline.” The exchange of one product for 
another or for services, which makes up trade, 
has been disrupted by these inequalities in a 
degree not heretofore known, and the decline 
in trade forces price declines. 

Producers of raw materials have suffered 
most from the disparities. An illustration is 
the index of farm prices for March, which 
stood at only 45 per cent of the 1926 average, 
whereas the latest calculation of the prices 
paid by farmers for commodities bought is 77 
per cent of 1926, the effect being that the far- 
mer’s ratio of prices received to prices paid is 
only 58 per cent of that year, while as com- 
pared with the pre-war average it is only 51 
per cent. All producers of raw materials have 
lost purchasing power over finished goods and 
disparities among the raw materials cause 


some producers to lose more heavily than 
others. 

The modern economic system is a wonder- 
fully flexible one when not arbitrarily inter- 


fered with, and has always had to adapt itself 
to changing price relationships, but to none 
of such severity, and there is reason to believe 
that no such adaptation can be made. The 
conclusion must be that restoration of equi- 
librium will come about through reduction in 
the prices of manufactured goods, services, 
etc., that are high, or recovery in the raw ma- 
terials that are low; and since they are not 
mutually exclusive, undoubtedly in both ways. 
But it is of great importance which way is to 
predominate, since the first will require pro- 
longed and drastic liquidation in many chan- 
nels, while under the second this process will 
be less severe and recovery therefore easier. 
The second is the way out that has developed 
in previous depressions, and the raw materials 
are most readily affected by the credit policies 
referred to. It may be said that the beginnings 
of recovery do not wait wholly upon regaining 
equilibrium ; part of the process of recovery is 
in restoring the balance between various 
prices. 
The Price Decline 


The accompanying table is an informing 
one, showing not only the inequalities in the 
declines of the chief crude commodities as 
compared with the 1925-29 plateau and with 
pre-war, but also the number which have sold 
at either the lowest price on record or lower 
than since the "90s when the general price 
level made bottom in the history of the coun- 
try. The list of commodities now or in recent 
months at an all time low is a lengthy one, 
including wheat, copper, zinc, silver, silk, rub- 
ber, sugar, hides, cocoa, and petroleum. 


Record of Wholesale Prices of Principal Raw Commodities (in Cents) 








Last Decline From 
Average Week 1925-29 
Commodity 1913 of in April Average Pre-War Post-War 
Average 1925-29 1932 in Per Cent Low Low 


Pig Iron, Iron Age composite, dollars per ton 15.42 19.84 14.35 —28 E ‘ 1932 
Copper, elect, N. Y., Ib 15. 14.81 " —61 
Lead, N. Y., Ib J 7.46 a —60 
Zinc, N. Y., Ib a 7.11 - —59 
Tin, straits, N. Y., Ib e 56.64 R —65 


Silver, bar, N. Y., ounce é 59.74 
Petroleum, crude, 2 ie a 146.00 
Cotton, ae N. Y., x 19.54 
Silk, crack % eo ilies per lb. ‘ 5.59 
Jute, mixed, . ¥, 1b \ 8.24 


Rubber, smoked ribs, N. Y., ID.......ccccsccssssseseessee - d 40.60 
Coffee, Rio 7, N. Y., Ib. ‘ 17.10 
Sugar, raw, less duty, N. Y., Ib.......cccccccscsscesees i : 2.51 
Cocoa, Accra, N. Y., lb 2 12.11 
Wheat, No. 2 red, Chicago, Bu 150.68 


Corn, No. 3, yellow, Chicago, Bu... ae A 89.66 s 

Oats, No. 2 white, Chicago, Bu... sevtinead < 48.70 “ —53 
Butter, creamery extra, Chicago, ‘b... wihieiaias F 44.54 J —55 
Eggs, ‘fresh, Chicago, doz a 33.64 F —66 
Beef Steers, good, Chicago, Ib f 12.18 3 —41 


Hogs, heavy, Chicago, Ib 8.45 11.12 A —68 
Wool, Territory. fine and fine medium, lb 115.94 F —59 
Hides, heavy native steers, Chicago, lb 18.40 18.08 < —78 

Average decline from 1925-29 —61 












































* Contract prices in Chicago 
** Pre-war prices: Pennsylvania crude; post-war prices: Mid-continent. 
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The average decline in the 23 commodities 
included in the table has been 61 per cent. The 
decline in the Bureau of Labor index of 784 
commodities, including, of course, a wide vari- 
ety of finished goods, has been only 33 per 
cent. This is the most widely published index 
in this country, but the total for all commo- 
dities is far from giving a true picture of the 
raw materials situation. Bradstreet’s index, 
which is more largely crude commodities, is 
down 45 per cent, and the lowest since 1899. 


There is much discussion as to the part mon- 
etary factors have played in the price decline, 
and money factors alone fall far short of ex- 
plaining it, in view of the increase of produc- 
tion of many commodities during the boom to 
figures far in excess of any consumption ever 
known, and the subsequent disruption of trade. 
However, there will be little dispute that in 
the later stages the severe deflation of credit 
has been a factor depressing the price level. 
The hoarding of money is evidence of a higher 
value put upon money and a lower one upon 
commodities, each in terms of the other, and 
the slow turnover of credit is equivalent to an 
even greater reduction in the supply than has 
occurred. 

In a number of commodities there are 
gleams of encouragement in the price outlook. 
There are but a few, and those of natural 
growth, in which the output has not been 
drastically curtailed and in some cases the 
visible supply is well below the peak. Stocks 
generally are large in relation to consumption, 
but not for normal needs. As a rule the real 
weakness in each situation has passed from 
the supply to the demand side of the price 
equation, and of course it is the latter which 
a larger volume and more rapid turnover of 
credit is calculated to support and increase. 


The Wheat Situation 

The poor condition of the United States 
winter wheat crop is of outstanding im- 
portance in the wheat situation. The acreage 
sown was reduced 10.4 per cent, and the 
weather has been unfavorable. The Govern- 
ment estimate of the yield on April 1 was 
only 458,000,000 bushels compared with last 
year’s production of 787,000,000, and later 
private estimates suggest further reduction 
due to heavy acreage abandonment, drought 
and soil blowing in the Great Plains of the 
Southwest. If the crop turns out as short as 
this the wheat position in this country will be 
greatly altered. A larger spring wheat acre- 
age is being planted but with an average yield 
the total wheat crop will not much more than 
equal domestic requirements alone. For the 
first time since 1926 there is promise of reduc- 
ing the surplus substantially. 

Russian conditions, of course, are of great 
importance, and there is evidence that Russia 


will be less of a factor in the wheat markets 
than has been feared. Famine in the areas 
where the crop was short last year has made’ 
it difficult to collect seed for spring planting, 
and the government in February stated that 
preparations for ploughing and sowing had 
been “criminally neglected.” At the same 
time it declared March a “shock month” in 
which to enforce crop preparations, repair 
machinery and feed up livestock. However, 
the reports are that only half of the seed quota 
set had been collected by the end of the month, 
and the condition of machinery and stock is 
“most unsatisfactory.” The Russian land is 
suited to machine farming, but there is little 
evidence that the people are suited to it. 


Shipments of wheat from the principal ex- 
porting countries to date have been ahead of 
last year and the exportable supply remaining 
on April 1 was smaller than last year. The 
world visible is dropping more rapidly than 
last year. European countries have liberalized 
their milling and import regulations to admit 
larger supplies of foreign wheat, and need the 
wheat of North America. The depressing in- 
fluence of the unsold stocks is a hampering 
factor, but the wheat prospect is clearly a 
better one. 

Cotton 


Cotton is one of the few commodities of 
which consumption is running ahead of last 
year. According to the New York Cotton Ex- 
change Service the world used 7,201,000 bales 
of American cotton in the seven months ended 
with February, compared with 6,275,000 a year 
ago, the greatest gain having been in the 
Orient where the relative cheapness compared 
with East Indian is a controlling factor. How- 
ever, despite this gain the consumption is 
much below normal and the stock much above 
normal, the indicated world carryover at the 
end of this year being 13,000,000 bales. The 
price is within a fraction of a cent of the 
lowest ever made. 


Last year’s cotton crop was a weather freak, 
with the largest yield per acre since the boll 
weevil came. The acreage is being reduced 
somewhat, and the use of fertilizer very 
greatly. The peak of fertilizer use was in 
1930; 29 per cent less was used in 1931, and 
another cut of 50 per cent is being made this 
year, according to the tag sales to date. A 
bumper crop takes toll of the soil, and the 
effects of insufficient fertilization are cumu- 
lative. The situation is a difficult one for the 
grower, who is meeting it as well as possible 
by raising his living on the farm and depend- 
ing upon a fortunate season to make his crop. 
Unless the weather is more favorable than 
average, however, a substantial reduction in 
the crop is to be expected. 
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Sugar 

Cuban raw sugar has been selling recently 
in New York at 60c for 100 pounds, which is 
only 40 per cent of the lowest pre-war price. 
This price is cost and freight less duty, which 
means that such charges as transportation, 
ocean freight, insurance, bagging, and expoit 
tax, amounting to some 45 cents for the aver- 
age mill, are included. Selling expense is an- 
other item to be deducted. The net price in 
Cuba is less than the out-of-pocket cash re- 
quired to harvest the cane and turn it into 
sugar, disregarding the cost of growing the 
cane and all other cost factors. The situation 
is probably without parallel in commodity 
price history. Of course it cannot last. 

Since the war sugar has suffered more than 
any major commodity from high tariffs, boun- 
ties, and quotas; in short, all countries have 
sought to become more self-sufficient, with 
resulting profit to none, and the markets where 
unprotected sugar can be sold have been 
steadily shrinking. The producers affected 
have made agreements reducing output and 
shipments, but the markets open to them have 
narrowed even more rapidly. 

This explains why sugar prices are lower in 
face of improvement in the world position. 
The current crop, 1931-32, has been more than 
2,500,000 tons smaller than in the previous 
crop year. Dr. Geerligs, well known Dutch 
authority, points out in “Facts About Sugar” 


that for the first time in six years stocks of 
sugar are lower than on the corresponding 


date of the preceding year. The preliminary 
estimate of beet sowings in the most import- 
ant European exporting countries, Germany, 
Czechoslovakia and Poland, is for decreases 
of 22, 14% and 14 per cent, respectively. The 
international sugar agreement was modified 
in March, Cuba agreeing to make only 2,700,- 
000 tons of sugar, while if Java exports in 
1932 more than 1,500,000 tons, European ex- 
porters will reduce their quotas accordingly. 

Cuba is thus making her smallest crop since 
1915. Evidently many of the mills now clos- 
ing down have produced their last sugar for 
a long time. Certainly many can never grind 
again unless the world sugar price recovers to 
a level which would warrant the investment of 
new capital. 

Rubber 


Rubber is like sugar in that the present 
price of about 3 cents at New York, after de- 
duction of shipping and marketing charges, 
returns almost nothing to apply to the grow- 
er’s costs. The price decline has been unin- 
terrupted for four years, but the nature of 
rubber production makes for great difficulty 
in going into reverse after unwise expansion. 
The plantations have been dissipating their 
cash reserves but have kept on tapping while 
they had funds, since until recently there was 


a smaller loss in producing than in going on a 
“care and maintenance” basis with nothing 
coming in. 

The situation is a complex one and will re- 
quire painful readjustments, but clearly has 
passed the point of tolerance. Reports of 
plantations and native producers shutting 
down have become frequent. 

Visible stocks of rubber are high, equalling 
about a year’s needs. There has been rapid 
technical improvement in rubber production, 
such as the use of budded stock, greatly in- 
creasing the yield. The productive capacity 
of the industry exceeds probable consumption 
for a long time to come unless important new 
uses are discovered. Thus there is good rea- 
son for rubber being cheaper than formerly, 
but the present situation seems necessarily a 
temporary one. 


Other Commodities 


Production of the principal non-ferrous 
metals, copper, lead and zinc, in the United 
States has declined to the levels of the first 
decade of this century. Lead stocks were still 
increasing according to the latest figures, 
while zinc stocks have changed little since 
July. Copper statistics are no longer avail- 
able. Consumption of non-ferrous metals, at 
present extremely low, is controlled by indus- 
trial activity, and general revival of business 
is needed to bring improvement in their sta- 
tistical position and higher prices. 

The petroleum market is one which has 
turned upward, due to curtailment of produc- 
tion both by agreement and by low prices. 
Crude output this Spring and Summer evident- 
ly will be much below last year, when the rapid 
expansion in East Texas occurred. The trend 
of stocks is downward, the total for all oils 
at the end of February being 633,000,000 bar- 
rels compared with 658,000,000 a year earlier. 

The receipts of cocoa in this country since 
the first of January have been heavier than in 
any past year, and the New York stock is a 
very large one. However, the movement is 
dwindling, and stocks will probably decline at 
least until the Brazil crops arrive in late sum- 
mer. It is expected that world consumption 
this year will exceed production. 

Brazilian coffee producers are suffering 
from over-expansion and excessive stocks 
much as the rubber producers, and other en- 
deavors to support the price having proved 
futile, the stopgap of destroying coffee has 
been adopted. About 4,000,000 bags have al- 
ready been destroyed and the plan is to burn 
8,000,000 more during the current year. This 
is not calculated to make the producers any 
better off in the long run, nor to hold the con- 
fidence of consumers, but has turned the mar- 
ket up from last year’s lows while the price 
of mild coffees grown outside of Brazil has 





dropped sharply. Consumption has increased, 
and the next Brazilian crop will be a smaller 
one. 

The price of hides is lower than in the ’90s, 
allowing for differences in trimming. The 
peak of hide and leather stocks was passed at 
the beginning of 1931. The price situation 
evidently is one that even slight business re- 
vival would soon remedy. 


Silk production and consumption have de- 
clined from 1931 in nearly the same ratio, and 
the stocks are not greatly changed. The fall 
in the value of the yen has been a main in- 
fluence in the price decline this year. The 
Japanese government has terminated its ef- 
fort to stabilize the silk market and sold its 
stock of 14,144,000 pounds to private mer- 
chants, who will distribute the silk within 
twelve months. 


Wool prices recently have been weak. Sheep 
numbers all over the world have increased 
and consequently prospects are that the 1932 
clip will be about as large as last year. Since 
the carry-over from the last clip has been 
somewhat heavier, an ample although not ex- 
cessive supply of wool is assured. 

The foregoing is necessarily brief and pre- 
sents a mixed picture. But in some cases sta- 
bility and probably price improvement seems 
indicated, even upon the present level of con- 
sumption. Commodity prices move with busi- 


ness activity and it is hard to say which gives 
the start, but probably either can give it. It 
is certain that they will react upon each other 
with stimulating effect on the way up, as they 
have depressed each other on the way down. 


The Money Question 





Every period of depression sees a revival 
of the money question in some form. At such 
a time money increases in value in comparison 
with everything else and is said to be scarce, 
although there may be as much of it in the 
country as when trade was active and prices 
higher. Since money is the medium or stand- 
ard by which sales and purchases are made, 
any slowing down of business causes money 
to circulate more slowly, which gives the im- 
pression that there is less of it to be had. 


Money, however, is not the only factor in 
business; the will to spend or invest, or in 
other words, the psychology of business, is a 
very important factor. What appear to be fluc- 
tuations in the volume of money often are only 
changes in public attitude toward investing 
or spending. 

In countries with modern banking systems 
the volume of bank credit in circulation in the 
form of bank checks is much larger than the 
total volume of money in use. The amount of 
credit in use is particularly subject to fluctua- 
tions; indeed, what is commented upon as a 


May, 1932 


scarcity of money usually is a scarcity of 
credit, or reduction of the available supply due 
to other conditions than a scarcity of money. ' 

It is a well known fact that the business 
community has suffered disastrous reactions 
from time to time from excessive use of credit. 
One of the results always is abnormal timidity 
in the use of credit for some time following. 
The timidity is not only on the part of lenders, 
but of borrowers as well. The latter, impressed 
by unsettled conditions and the risk of being in 
debt, determine to get clear almost without 
regard to cost, while others who under differ- 
ent conditions might be inclined to use credit 
for purchases abstain for the same reason. 
Thus occurs the pressure for liquidation of 
debts and sale of securities which character- 
izes such times, giving the appearance of an 
absence of buying power or lack of means of 
making purchases. A persistent decline of 
prices also prompts sales of securities even by 
owners who are out of debt, but prefer to con- 
vert their holdings into cash. 


Demoralization of Prices 


Such periods of demoralization and uncer- 
tainty affect all prices, because they affect con- 
fidence and discourage business ventures of 
every kind. They particularly affect the prices 
of commodities which must be carried a con- 
siderable time in the process of marketing, as 
in the case of farm products. 

The war and all the changes that have char- 
acterized the resumption of trade relations 
since have caused economic disturbances of 
far-reaching consequences, tending to reduce 
the volume of trade. The disappearance of 
Russia as a participant in world trade, and sub- 
sequent reappearance in a very disturbing 
manner, is an illustration. Numerous instances 
of this kind may be mentioned, but more im- 
portant than these has been the disruption of 
price relations between crude products and 
the products of the more highly organized in- 
dustries, due to the fact that wages are a more 
important factor in the latter than in the 
former. This unbalanced situation has re- 
duced trade and consumption and thus caused 
unemployment and falling prices in a vicious 
circle. 

Economic authorities are generally agreed 
that while prices are a monetary phenomenon, 
influences outside of money frequently are the 
principal cause of price fluctuations. 


Proposals for Money Inflation 


Notwithstanding the terrible experiences 
which the world has had with irredeemable 
paper money, many of them in the recent past, 
the great depression, and especially the dis- 
tressed position of the debtor class, has caused 
many persons to turn again to the idea of 
paper money issues as a means of relief. The 
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belief is that such issues put into circulation 
would supply buying power where it does not 
now exist, and that the use of this buying 
power would start up industry, supply em- 
ployment, revive general prosperity and raise 
prices. The objects named of course are de- 
— ; there is no difference of opinion about 
this. 

It is true that a limited volume of paper 
money is used in all countries as a medium of 
exchange, in connection with a metallic stand- 
ard and with provision for conversion into 
standard money. It is agreed among authori- 
ties that use in circulation will sustain the 
value of a limited quantity at par with stand- 
ard money, but if the amount exceeds the cur- 
rent needs of business for a_ circulating 
medium, it will depreciate, standard money 
will be expelled and the country will go to a 
paper basis. 

In all proposals for round issues of paper 
money there is confusion of thought as to the 
function of money. Money itself is not the 
source of demand for goods. The purchas- 
ing power which gives employment to a na- 
tion’s workers exists in their labor and in their 
products and services, which really pay for 
each other in trade and supply the wants of 
the workers themselves. Money is useful in 


accomplishing these exchanges, but a govern- 
ment cannot promote sound business by in- 
jecting random issues of paper money into the 


channels of trade. It introduces a fictitious 
and incalculable influence which disturbs all 
the relationships of business life. 


There is no scarcity of currency as a means 
of carrying on business, for currency is auto- 
matically supplied from bank deposits. It 
would be as correct to say that the depression 
is due to a shortage of railroad cars, although 
there are thousands of idle cars on storage 
tracks. If the proposed issue of currency for 
bonus payments should be made the currency 
would soon accumulate in the banks and its 
further use would be as bank credit. The use 
of credit depends upon confidence throughout 
the business community. Since currency is 
the small factor in the total use of credit, if 
its volume is increased by means which disturb 
confidence the immediate effect is likely to be 
a contraction, instead of an increase, in the 
total volume of credit in use. 


Dangers of Depreciation 


The lessons of experience and the common 
judgment of students of the subject every- 
where have led to the universal policy of en- 
trusting to central banks the responsibility of 
managing paper money issues and of supplying 
the final quota of bank credit in any form. This 
is because institutions of this character, 
through their relations to the banking system, 
are in closer touch with the business situation 


and in better position to know its needs and 
serve them with discretion, than any depart- 
ment of the political government. 

Whenever a political law-making body has 
undertaken to supply money to the public in 
great lump sums the results have been dis- 
astrous. Advocates of the pending measure 
are not disturbed by the warning that it might 
carry the country off the gold basis. Many of 
then. frankly say that they want a depreciated 
currency because it will accomplish their pur- 
pose of giving higher prices and affording re- 
lief to debtors, taking no account of the enor- 
mous confusion that would result in industry 
and trade. They think of the policy as subject 
to orderly control, but experience has shown 
that control of currency depreciation is the 
most dangerous experiment ever attempted by 
a government. 

The most serious thing to be considered is 
that when a currency starts on a course of de- 
preciation the demand and apparent necessity 
for more issues never cease as long as the 
currency has any purchasing value. The de- 
preciation itself makes more of it necessary 
to handle the same amount of business. 
Money seemed to be growing scarcer in Ger- 
many as the quantity increased. Everybody 
tried to discount further depreciation, which 
caused depreciation to be at an increasing rate. 
It is said, and undoubtedly the statement is at 
least approximately correct, that after the be- 
ginning of the depreciation of the German cur- 
rency it took two years for the volume to 
double, but it doubled the second time in two 
months and the third time in two days. The 
Germans are a practical people, and skilled in 
finance, but they were helpless in the toils of 
currency depreciation, once it was under head- 
way. 

The break-down of European currencies 
was not during the war but afterward, and the 
story is practically the same for all the coun- 
tries that had been in the war. France and 
Italy, by masterful and practically dictatorial 
leadership, saved their currencies from extinc- 
tion at the last stage. The currencies of Ger- 
many and the Austro-Hungarian empire be- 
came totally worthless, and it is worthy of 
note that in the recent German election every 
one of the political parties appealing for votes 
pledged itself to stand at any cost against an 
increase of the paper money in circulation. 
There could be no more conclusive testiniony 
from experience than this. 

In all of these countries the question of the 
relation between debtor and creditor became 
submerged in the more imminent one of how 
any business could be carried on. Mr. Frank 
A. Vanderlip in his book entitled “What Hap- 
pened to Europe,” published in 1919, said that 
the chaos of currencies was enough to make 
Europe seem iike an economic madhouse. 





SS Or wS 6 6 8 een et OO Fo 


May, 1932 


Although the conditions as to low prices and 
distress of creditors are now quite as bad in 
Europe as in this country, in none of those 
countries is there any agitation for government 
issues of paper money. ; 


No Uniformity of Effects 


The present situation is due to a disruption 
of trade relationships. The fact that a given 
quantity of farm products will buy only one- 
half as much of manufactures as before the 
war accounts for millions of unemployed. 
There is no knowing how this situation 
would be affected by currency inflation. Con- 
fusion would reign. One of the most 
important questions is what would happen 
to wages? Would the wage-earners be sat- 
isfied to receive present wages as the cost 
of living increased, or would a series of wage 
controversies complicate the situation? If 
wage-earners should be content with present 
wages, thus restricting price advances in com- 
modities and services already relatively high, 
a limited rise of other prices would tend to 
restore former relationships, but once off the 
gold basis and on a sea of paper money, there 
is no knowing what the changes in the pur- 
chasing power of wages would be. If the 
purpose is to restore former price relation- 
ships it would be accomplished with more cer- 
tain protection to the wage-earners, if they 
would accept wage-reductions in terms of the 
present money. 


The Relation of Debtor and Creditor 


The objectives of higher prices and relief 
for debtors would seem to be assured by the 
simple fact of currency depreciation, but, if 
this involved the loss of a definite standard of 
value, and a repetition of the experience of 
other countries with irredeemable paper cur- 
rency, the gains of the debtor class would be 
as illusory as the gains of the creditor class 
would be if present conditions should remain 
unrelieved. It should be understood that no- 
body wants a continuance of present condi- 
tions or can gain by it. The matter of su- 
preme importance is to get industry and trade 
back on a normal basis, with employment to 
provide a livelihood for our millions of people. 
This is not only the primary need but it will 
revive normal consumption and prices and 
thus restore former debtor-creditor relations. 
Disorder in industry and trade is not likely to 
be remedied by issues of irredeemable cur- 
rency. They are the most fruitful source of 
disorder known to organized society. Their 
avowed purpose is to alter all contract rela- 
tions now existing in terms of money, but the 
effect would be to deprive business of any 
stable basis for contract relations in the fu- 
ture. This would mean more and worse con- 
fusion. If the country found itself with an 


irredeemable currency its first problem would 
be to stabilize it and establish confidence in it. 

The effects of currency depreciation upon 
the credit situation are not altogether to the 
advantage of debtors. It might be easier in 
some cases to pay existing debts, but if re- 
newals were desired or new loans were sought 
the situation would be clouded. The risk of 
payment in a depreciated currency is never 
overlooked. In Germany after depreciation 
was well under way interest rates as high as 
100 per cent per annum were demanded and 
later there were no lenders at any interest 
rate. Business becomes impossible under such 
conditions. 

In short, the complications resulting from 
an effort to relieve debtors by currency de- 
preciation are endless and all tend to demorali- 
zation, rather than to the restoration of or- 
derly industry. If one Congress assumes to 
work its will with the currency so may the 
next and the next and so on. There is need 
for the greatest possible stability in the mone- 
tary factor, which is the basis of all business 
relations and calculations, of order and confi- 
dence. That stability cannot be had in money 
poured out by acts of Congress. 

In this case, President Hoover has an- 
nounced his opposition to the bill, and there is 
understood to be no danger that it can become 
a law over his veto, but the agitation for it 
is an obstruction to the revival of business. 


Currency Issues Should Be by the Reserve Banks 


The argument against issues of currency 
directly by acts of Congress for specific ex- 
penditures does not apply to credit expansion 
through the regular agencies established for 
regulating the currency. The Federal Reserve 
Banks have the resources and authority for 
supplying any amount of credit that business 
may require, and can do so in an orderly man- 
ner, which will not of itself occasion alarm. 
The world has a terror of uncontrolled cur- 
rency inflation. A discussion of present Re- 
serve policy appears elsewhere in this issue 
and need not be repeated here. 

It possibly may be said of this policy as has 
been said of other measures recently put into 
effect, that it gives aid to banks, railroads and 
other important corporations rather than to 
the mass of the people, but that criticism over- 
looks the fact that support is most effective 
for the whole situation if given to organized 
business. The most essential thing is to 
maintain and increase employment. The in- 
dustrial organization must be maintained in 
order to afford employment and perform 
necessary services. To a great extent the in- 
dustries are necessary to each other and sup- 
port each other. The Government could not 
support the people if the industrial system and 
the agencies which serve it were broken down. 
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Gold Supplies and Movements 





The first table following shows the increase 
of gold stocks in central banks and govern- 
ment treasuries according to available rec- 
ords for fourteen principal countries (except- 
ing Russia) from 1900 to 1913 and for forty- 
four countries from 1913 to 1932. Except for 
1932 they are as of the end of each year. This 
shows that for the fourteen countries to 1913 
the increase was only about $100,000,000 per 
year, although gold production averaged about 
$400,000,000, gold in that period entering large- 
ly into circulation. The figures for the forty- 
four countries show the concentration in banks 
and treasuries after the war, not only of new 
production but of gold coin previously in cir- 
culation. It will be seen that the gold reserves 
rose from $4,061,000,000 at the end of 1913 
to $10,914,000,000 at the end of 1931, or by 
$6,853,000,000, practically 170 per cent, which 
throws light upon both the inflation and de- 
flation of credit which occurred during that 
period. The rate of increase in gold reserves 
was far above the increase in physical volume 
of business, and together with the influence 
of the war caused the great rise of the wage 
and price level to 1929. It will be seen that 
the rise of gold reserves has occurred mainly 
since the end of the war. The great rise of 
prices of course fostered speculation and an 
increase of indebtedness, as it always does, 
and this was especially so in the United States, 
because the war and disorder in Europe after 
the war caused a greater concentration of gold 
here than in any other country. 

Although the increase of gold reserves was 
at a slower rate after 1927, in the aggregate 
it would have been enough to care for the 
normal increase of industry and trade, but for 
the tendency to concentration in a few coun- 
tries, as shown by the second table, and par- 
ticularly the figures for the United States and 
France. This concentration was itself the re- 
sult of disorder in the trade and financial rela- 
tions between nations, in various ways due to 
the war, and finally to the disturbance of credit 
which caused a concentration in the creditor 
nations: 


Gold Stocks of Central Banks and Governments 


(Outside of Russia, as reported by the Federal 
Reserve Bulletin) 


(In millions of dollars) 
14 countries 


1900 
1913 1,298 


44 countries 


Increase 


1931 ion » 10, 
1932 First Quarter. 11,100* 


* Preliminary. 


In the following table twenty-five coun- 
tries are classed in a general way as “creditor” 
and “debtor,” but the Scandinavian states are 
not strictly in the latter class, although since 
the war they have borrowed abroad to some 
extent. 


Gold Holdings (end of each year or last report date) 
(In millions of dollars) 


Creditor Countries 1900 1913 1928 1931 1932 
United States* . ws £84 1, 3,746 3,977 
Great Britain ... - 588 591 
France 

Belgium 

Switzerland 

Netherlands 


Debtor Countries 
Germany 

Italy 
6 Danubian States 

4 Scandinavian States 22 

Poland . bien — 

Spain ..... 7 67 

Japan ... we 

Australia 

Canada 

Argentina enee 

Brazil cite 149 


3,322 


25 above countries 3,833 9,483 10,487 10,676 
*Excluding gold in circulation. 





The six creditor countries now hold 80 per 
cent of all gold monetary stocks, which, ex- 
cept in the case of Great Britain, is far more 
than normal requirements for the amount of 
credit they are employing, while business in 
the debtor countries is being strangled for 
lack of a sufficient supply. 


Holdings of United States and France 


By the middle of April, 1932, about 63 per 
cent of the gold reserves of the world outside 
of Russia were in two countries, the United 
States and France. The reserves of these coun- 
tries and aggregate world reserves are shown 
below, also the increase in the two countries 
since the end of 1928, and increase in the world 
including the two countries: 


(In millions of dollars) 
Middle of Increase since 
April 1932 Dec. 1928 
United States 3,977 231 
France 3,018 1,765 


6,995 1,996 
11,100 1,178 





World 





The two countries in the period named had 
absorbed not only all of the world’s new pro- 
duction since 1928, but also some $750,000,000 
of gold that had come either from the reserve 
of other countries or was released from hoards 
in India and China. 


Exchange Relations 
Even the above does not fully describe the 
state of chaos which has developed in in- 
ternational monetary relations. Since the end 
of 1928 foreign exchange holdings of the 





twenty-five countries included in the previous 
table have been reduced from about $2,400,- 
000,000 to about $850,000,000. Moreover, of 
the latter sum nearly $500,000,000 belongs to 
the Bank of France and is in process of 
repatriation. 


In the period following the war, when the 
central banks of numerous countries were get- 
ting back upon the gold basis, many of them 
adopted the policy of keeping a part of their 
reserves employed in the central money mar- 
kets, particularly London and New York, on 
call or short notice. Such investments were 
readily convertible, and the funds when wanted 
were likely to be wanted for payments in the 
central markets. This policy was known as 
the gold exchange system, and was approved 
by economists as effecting an economy in the 
use of gold. Reduction of these foreign ex- 
change holdings began with the fall in the 
prices of the principal exports of debtor coun- 
tries, which created adverse balances in their 
exchanges and compelled drafts on foreign 
balances; but the departure of the Bank of 
England from the gold basis also had an im- 
portant influence upon the practice of main- 
taining foreign balances and operations in for- 
eign money markets. 


The low state of these foreign balances evi- 
dently means that the facilities for inter- 
national trade are very much curtailed. The 
debtor countries have been compelled to dras- 
tically curtail their imports from the creditor 
countries, and will not be able to resume their 
imports in the former volume until they have 
regained their purchasing power through a rise 
in the prices of their exports. 


Off the Gold Basis 


Since the departure of Great Britain from 
the gold basis, Norway, Sweden, Denmark, 
Finland, India, Egypt, Portugal and the Straits 
Settlements, on account of trade relations with 
Great Britain, have sought to stabilize their 
currencies to the pound sterling rather than to 
gold. Japan and Greece have an embargo on 
gold exports, and the currency is depreciated. 
In numerous other countries exchange restric- 
tions are in force or gold exports are regulated, 
so that the gold standard remains in full effect 
in only six countries, viz.: the United States, 
France, Netherlands, Belgium, Switzerland, 
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and the Union of South Africa. The exchanges 
therefore are greatly confused, trade is seri- 
ously hampered and heavy losses have been 
suffered in international transactions. More- 
over, countries continue to restrict commodity 
imports in various ways for the double pur- 
pose of protecting their exchange positions and 
home industries. The effect is to intensify the 
world depression. 


If the countries which are now off the gold 
basis should remain off and give up their gold 
reserves to the other countries the normal ef- 
fect should be to ease the credit situation in 
the latter and promote a rise of prices until a 
general readjustment was made. However 
the credit strain everywhere in the last year 
has been because of a loss of confidence rather 
than heavy demands of business. Moreover, 
permanent ease or stability is an ideal rather 
than an actual state, for the business world 
tends to work up to the limit of credit expan- 
sion, whatever the monetary or credit system 
may be. Theories are advanced for a “man- 
aged” currency, the principle being that of con- 
trol of the volume of credit with a view to 
maintaining a stable level of prices, but the 
difficulties are formidable. Great Britain is 
experimenting with this policy temporarily, 
and in London there is talk that Britain may 
become the center of a group of nations that 
will keep their currencies in close relations to 
the pound sterling, as they have been accus- 
tomed to do under the gold standard, but the 
present Chancellor of the Exchequer has ex- 
pressed the opinion that the country will re- 
turn to gold when conditions have become 
settled. 


It is apparent that monetary affairs the 
world over are almost in a state of chaos, 
and the state of business corresponds. It is 
impossible to say either that the state of money 
or the state of business is responsible, for 
either reacts upon the other. The war is pri- 
marily responsible, by having thrown the 
highly organized modern system of industry 
and finance into confusion. These results have 
cost more both in human suffering and wealth 
than the war itself. There is today greater 
need of mutual understanding and a spirit of 
cooperation between the nations and between 
all classes and groups of people within every 
country than ever before., Organized indus- 
try has been the basis of social progress. 
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